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I. INTRODUCTION

In May 2015 a revision to Japan’s Companies Law came into force which,
among other changes, introduced an optional new corporate structure, tight-
ened the qualifications for external directors (“outside directors”), and re-
quired companies that lacked external directors to explain publicly why they
considered them unnecessary.! This was followed closely in June 2015 by

*  The authors are at the Centre for Business Research, University of Cambridge,
e-mails: jsb50@cam.ac.uk, dhc24@cam.ac.uk, and s.deakin@cbr.cam.ac.uk. We are
grateful for financial support from the Centre for Business Research and the BEI
(Business Economics and Informatics) School Research Impact Grant, Birkbeck,
University of London.

1 See, for example: J. YOKOYAMA, Kaisha-ho kaisei-ho, seiritsu [Revision and Im-
plementation of the Companies Law], Daiwa Institute of Research (“DIR”), (2014);
T. NAKADA/T. WITTY, New Rules on Corporate Governance in Japan, ZJapanR/
J.Japan.L. 39 (2015) 199.
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implementation through the Tokyd Stock Exchange (TSE) of the Corporate
Governance Code, which had been drafted by the Financial Services Agency
(FSA) advised by a Council of Experts.? Prior to these developments, a Stew-
ardship Code for investors had been developed by the FSA, advised by a
separate Council of Experts, and published in February 2014, and the 1t6
Review,* produced by the Ministry of Economy, Trade and Industry (METI),
advised by its own Council of Experts, had been published in August 2014 to
examine “competitiveness and incentives for sustainable growth, building
favorable relationships between companies and investors™>

The Corporate Governance Code, the Companies Law amendments
which underpin it, and the Stewardship Code which complements and rein-
forces it have been presented by the various agencies responsible for pro-
ducing them as a coordinated attempt to re-focus Japanese corporate gov-
ernance. Their stated aim is to increase medium and long term corporate
value for the benefit of the whole economy by encouraging boards to em-
phasise supervisory over executive responsibilities, by pressing for greater
external supervision, by increasing transparency, by promoting equitable
treatment of portfolio shareholders, and by emphasising to both companies
and investors the need for constructive dialogue, simultaneously introduc-
ing the concept of “comply or explain” in place of prescriptive regulation.

As we shall see, there are reasons to doubt whether formal regulation of
this kind, however it is framed and implemented, can change an embedded
and institutionalised set of practices such as corporate governance exactly
as intended, and the experience of earlier attempts to do so in Japan is not
encouraging. Nevertheless, there are new elements present here, both in the
background and in the structure of this initiative, which may improve its
chances of success.

Irrespective of whether a transformation of Japanese corporate govern-
ance will really produce economic benefits, the immediate question is
whether the reforms will bring about their goal of changing the way in
which Japanese companies are governed and managed. To address this

2 Koporeéto gabanansu kodo [Japan’s Corporate Governance Code], TSE/2015.

3 ‘Sekinin aru kikan toshi-ka’ no sho-gensoku, <<Nihon-ban suchuwdadoshippu
kodo>> [Principles for responsible institutional investors “Japan’s Stewardship
Code”] FSA/2014.

4 Jizokuteki seicho e no kyoso-ryoku to insentibu — kigyo to toshi-ka no nozomashii
kankei kochiku [1td Review of Competitiveness and Incentives for Sustainable
Growth — Building Favorable Relationships between Companies and Investors],
METI/2014 (the “Itd Report” in Japanese).

5 Although we describe the two Codes and the 1td6 Review as products of the FSA and
MET]L, respectively, they were produced officially by the Councils of Experts, with
the governmental agencies acting as drafters and compilers.
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question we analyse the mechanisms of the new Corporate Governance
Code, together with the package of moves that accompany it, using empiri-
cal evidence from interviews with a range of actors involved or interested
in the current reform initiative.

In section II we look at the theory of institutional change and specifically
at the relationship between formal regulatory initiatives and socially embed-
ded norms and practices. In section III we consider the historical background
to corporate governance in Japan since the early 20" century, seeking to put
the latest changes into historical context. In section IV (1-8) we present our
empirical case study, which is based on interviews conducted in Japan in
2016 and 2017 with investors, managers, politicians, civil servants and cor-
porate governance experts. We firstly look at the substance of the Corporate
Governance Code itself and reactions to it, and then focus on five aspects
from the current exercise that appear to distinguish it from earlier attempts at
reform: the introduction of the concept of “comply or explain”, which has not
been employed in Japan before; the importance of what we call the “compli-
ance machine” whereby the Corporate Governance Code has effectively
interlocked with the administrative machinery of large Japanese companies
to insert itself into management awareness to an extent not achieved before;
the accompanying call for constructive investor involvement in the form of
the Stewardship Code; the unusual degree of political pressure that generated
these reforms; and the formal process for periodic review of the Corporate
Governance and Stewardship Codes which produced the first revision of the
Corporate Governance Code in June 2018. Section V concludes.

II. THE THEORY OF INSTITUTIONAL CHANGE: FORMAL AND
INFORMAL NORMS

As defined by North, “Institutions are the rules of the game in a society or,
more formally, are the humanly devised restraints that shape human interac-
tion”. They contribute to efficiency and fulfil an important social function
because they “reduce uncertainty by providing a structure to everyday
life”.® Economic activity in a market economy is shaped and structured not
just by formal laws and regulations but also by social norms and practices
that may mediate the impacts of formal rules or even subvert them. Many
of the norms and practices which make up “corporate governance”, in its
broad meaning of the governance and management of legally constituted
business firms, operate beyond the scope of the formal rules contained in
company law statutes and codes of practice. Because the situations facing

6 D. NORTH, Institutions, Institutional Change and Economic Performance (Cam-
bridge 2002) 3.



72 J. BUCHANAN/D. H. CHAI/S. DEAKIN ZJapanR/J.Japan.L

economic actors are too varied and nuanced to be captured entirely by for-
mal norms, the practice of corporate governance depends greatly on the
exercise of personal judgement by directors and managers who are influ-
enced by shared understandings of the “rules of the game”. These precon-
ceptions and values, tacitly embedded within the companies and their man-
agement, will tend to determine the fate of formal initiatives for legal and
regulatory change, and, through a process of feedback, will affect the way
in which more formal institutions evolve:

“Institutions change incrementally rather than in discontinuous fashion. How and why
they change incrementally and why even discontinuous changes (such as revolution and
conquest) are never completely discontinuous are a result of the embeddedness of infor-
mal constraints in societies. Although formal rules may change overnight as the result of
political or judicial decisions, informal constraints embodied in customs, traditions, and
codes of conduct are much more impervious to deliberate policies.””

Thus formal and informal elements combine to produce institutional evolu-
tion. Targeted intervention through formal measures, normally instigated by
agents who are able to dictate to the market, is one driver of change: “Only
when it is in the interest of those with sufficient bargaining strength to alter
the formal rules will there be major changes in the formal institutional
framework™s. However, these formal changes then have to contend with the
inertia of the informal institutional environment. Igarashi links the effec-
tiveness of formal corporate governance reform to its ability to address
latent demand from companies,’ and Shishido observes this phenomenon as
dual forces of “policy push” from reformers and “demand pull” from com-
panies.!® The second driver is therefore the degree of latent tendency to-
wards incremental change, as institutional practices adapt themselves to
changing circumstances. This process can be triggered by what Teubner, in
the context of legal evolution, calls “irritants” that attach themselves to
agents’ awareness and can eventually trigger a process of mutual adaption
between old and new practices.!! This is essentially an informal process
that is not consciously planned and its progress may often pass unnoticed
by actors at a higher level. Aoki describes a similar mechanism of gradual

7  NORTH, supra note 6, 6.

NORTH, supra note 6, 68.

9  T. IGARASHI, Where are We Going? The Process of Change in Japanese Corporate
Governance, ZJapanR/J.Japan.L. 12 (2001) 69, 95.

10 Z. SHISHIDO, Reform in Japanese Corporate Law and Corporate Governance:
Current Changes in Historical Perspective, The American Journal of Comparative
Law 49 (2001) 653, 673.

11 G TEUBNER, Legal Irritants: How Unifying Law Ends Up in New Divergences, in:
Hall/Soskice (eds.), Varieties of Capitalism: the Institutional Foundations of
Comparative Advantage (Oxford 2001) 417.

[ee]
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institutional change in terms of game theory and the search for an equilibri-
um based on a focal point around which agents can coordinate their expec-
tations and behaviour. He sees pressure for change generated by a general
weakening of an existing equilibrium, not necessarily driven initially by the
wielders of power, but as a general perception among a sufficient number
of agents who no longer see outcomes as legitimate. Typically, such a de-
velopment is preceded by a “general cognitive disequilibrium” (which can
happen for various exogenous reasons as well as from cumulative endoge-
nous reasons), triggering a search for redefinition. One reaction may be to
look to other domains’ apparently successful structures, or there may be
intervention by politicians, until finally a new equilibrium is reached where
agents feel that their system of beliefs is consistent with the perceived state
of the domain, outcomes of actions yield no surprises, and the new set of
choices receives general consent.!?

The recent reforms to corporate governance in Japan are delivered through
formal rules, even where they are presented as ostensibly voluntary “comply
or explain” requirements. They have been promulgated by powerful agents
with “sufficient bargaining strength to alter the formal rules” as North puts it,
but their success is likely to be determined by the extent to which a majority
of the agents concerned feel that these rules address shortcomings in an exist-
ing disequilibrium and also hold out the prospect of an improvement. Unless
that happens, compliance may occur only at a surface level, with actual prac-
tice continuing largely unmodified. Japanese history provides a good exam-
ple from political governance of what happens when those in power impose
formal change that does not coincide with the direction of informal institu-
tional pressures. In 646, the Taika Reform, alongside its immediate objective
of reasserting imperial power against a powerful nobility, sought to change
the whole political fabric of Japan, from central government to land tenure to
taxation, on the model of Tang China. But in the event:

“When the Japanese adopted Chinese administrative methods, which by the time of the
Tang rulers had developed to a high pitch of efficiency, they borrowed the forms and the
terminology, but not the underlying principles. The constitution of society in Japan was
now perhaps even more aristocratic than it had ever been, for the creation of new offices
merely gave to the privileged classes new powers and more prestige. It is hardly too
much to say that the new system merely perpetuated under other names, and often em-
phasised, the abuses of the old”."

This is what happened in 7% century Japan when its rulers sought to impose
an alien political structure on a society with deeply embedded institutional-
ised practices. The question now is whether the recent corporate govern-

12 M. Aok, Toward a Comparative Institutional Analysis (Boston MA 2001), ch. 9.
13 G B. SANSOM, Japan: A Short Cultural History (London 1962) 105.
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ance reforms have committed the same mistake or whether they are suffi-
ciently aligned with the direction of informal institutional change to permit
them to be adopted wholeheartedly and to function, at least approximately,
as they were intended. Japan’s recent history gives indications of the ways
in which corporate governance can genuinely change, as well as some ex-
amples more reminiscent of the Taika Reform.

III. HISTORICAL BACKGROUND: THE EVOLUTION OF JAPANESE
CORPORATE GOVERNANCE

Japanese corporate governance is not static. As predicted by the institution-
al patterns described above, it responds to the stimuli of its environment by
shifting emphasis so that even though many of its practices may seem un-
changing, there is a constant undercurrent of change. In a study of Japanese
capitalism during roughly 30 years from the 1980s, Tiberghien observes
that a process of change has been in progress throughout that period: “the
model that results from this process is less coherent than in 1980, partly
modified, partly resilient”.!* But, in spite of this situation of constant
change, it is possible to identify five approximate periods!’ when certain
characteristics predominated:

(a) the early 20" century, until the late 1930s, when shareholder value was
prioritised;

(b) the wartime command economy, when shareholders were excluded from
governance;

(c) the post-War consensus, driven by the need for economic reconstruction,
that emerged in the late 1940s until it was undermined finally by the
bursting of the equity and real estate Bubble that accumulated throughout
the 1980s and began to unravel from late 1989;

(d) the post-Bubble period from the 1990s into the first decade of the 21%
century, when the existing orthodoxy was questioned and some reforms
were attempted; and

(e) the current period from 2014—15 where new rules have been imposed,
mostly in the form of ostensibly voluntary practices.

14 Y. TIBERGHIEN, Thirty Years of Neo-liberal Reforms in Japan, in: Lechevalier (ed.),
The Great Transformation of Japanese Capitalism (Abingdon 2014) 26, 52.

15 Shishido uses a similar analysis in his 2001 review of Japanese corporate law and
governance reform but necessarily does not cover our fifth phase (SHISHIDO, supra
note 10, 656).
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Examination of these periods, and of the shifts between them, provides
evidence of how the focus of Japanese corporate governance has changed
in the past and implies likely outcomes for the current reforms.

Early 20™ century corporate governance in Japan was characterised by
strong shareholder influence and a high level of distributions. Large com-
panies drew finance from the capital markets rather than from banks, and
shareholdings were widely distributed.'® It had much in common with cur-
rent practice in the USA or the UK. This situation was disrupted by the
onset of the Sino-Japanese War in 1937 and the progression into the Second
World War in 1941 as the country’s need for munitions and basic supplies
led to the creation of a command economy. As the strictures of the wartime
situation tightened, insecurity and lack of funds reduced investors’ appetite
for capital fundraising and official pressure began to be applied to reduce
shareholder distributions, which were seen as siphoning resources from the
war effort.!” From 1943, at companies that were considered to be important
to munitions production, dividends were capped, and shareholders were
excluded from decisions on distributions, appointments and financing.!® In
institutional terms, the shift from shareholder capitalism to a command
economy has every appearance of an externally imposed reform successful-
ly cutting across a swathe of embedded practices. However, in this case, the
war itself created a temporary disequilibrium that no one could ignore. The
same shift from established corporate governance patterns to a command
economy in wartime happened elsewhere and is not unique to Japan. In the
USA, Alfred P. Sloan described the situation at General Motors during the
early 1940s: “For the next two or three years the War Administration
Committee practically ran the organization. This was because our wartime
policy was set and nearly all the corporation’s work was war production”.
However, by 1945, General Motors’ Policy Committee was developing its
plans for post-War operations; there was a clear assumption that the end of
the war would bring a reversion to established practices.!®

In Japan, the end of hostilities did not bring a reversion to pre-War prac-
tices. Japan’s situation was very different from that of the USA, where
companies like General Motors could envisage a smooth transition back to
normality. Japan’s command economy had built up momentum over at least

16 J. FRANKS/C. MAYER/H. MIYAJIMA, The Ownership of Japanese Corporations in
the 20th Century, Review of Financial Studies 27 (2014) 2580; T. OKAZAKI, Cor-
porate Governance, in: Okazaki/Okuno-Fujiwara (eds.), The Japanese Economic
System and its Historical Origins (Oxford 1999) 97.

17 Y. NOGUCHLI, /940-nen taisei, saraba senji keizai [The 1940s Structure: Farewell to
the Wartime Economy] (Tokyo 1978) 27-28.

18 OKAZAKI, supra note 16, 117-120.

19 A.P. SLOAN JR, My Years with General Motors (London 1965) 185-186.



76 J. BUCHANAN /D. H. CHAI/S. DEAKIN ZJapanR/J Japan.L

eight years since 1937 and its bureaucrats tended to favour this model;
there was an urgent need to restore industrial infrastructure, using whatever
means was seen to work; and a unique exogenous factor was introduced in
the form of the General Headquarters of the Occupation Authorities (GHQ)
which was in practice the military government of the US occupying forces,
able to pressure the Japanese civil government to enact legislation. GHQ
was determined to promote demilitarisation and democratisation and used
revisions to commercial and financial laws and regulations to break up the
zaibatsu family-controlled corporate groupings, to penalise the former
capitalist class in general, and to try to tilt Japanese practice towards dis-
persed share ownership and democratic corporate governance.?’

The intentions of the GHQ were implemented from a position of great
power, and with clear objectives. Just like the Taika Reform, approximately
1,300 years before, their outcomes were quite different. Although the re-
vised Commercial Code enacted in 1950, mostly drafted by GHQ, gave
shareholders strong rights at listed companies, other developments con-
trived to make these irrelevant. From 1947, shares seized from zaibatsu
families or taken as payment of the post-War wealth tax had been sold off
to the public, with precedence given to employees of the companies con-
cerned, so that by 1949 it is estimated that about 70% of the Tokyd stock
market was held by individuals. But in the same year, the fiscal reforms
known as the “Dodge Plan”, named after the GHQ’s financial adviser, Jo-
seph Dodge, cut off the cheap official credit that had sustained chronic
over-employment and price inflation, putting an end to the stock market
boom and reversing the growth of equity investment by the general public.
The subsequent Japanese economic recovery was structured around corpo-
rate management and employees and largely financed by banks. Banks and
other financial institutions were encouraged to buy up the shares the public
no longer wanted and became important shareholders, alongside other
commercial stakeholder interests, while private portfolio shareholders and
their interests were largely ignored. This situation, which was in keeping
with the command economy’s preference for minimal shareholder interfer-
ence and funding from banks, which were easier to control than the capital
markets, developed into the post-War consensus that is often seen nowa-
days as “traditional” Japanese corporate governance.?! The entire focus of
Japanese corporate governance had been altered profoundly since the 1930s
by a mixture of exogenous shock and informal change generated by chang-

20 C. PEJOVIC, Reforms of Japanese Corporate Governance: Convergence in the Eye
of the Beholder, ZJapanR/J.Japan.L. 35 (2013) 107, 109; M. WEST, The Puzzling
Divergence of Corporate Law: Evidence and Explanations from Japan and the
United States, University of Pennsylvania Law Review 150 (2001) 527, 538-539.
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ing circumstances. Subsequently GHQ had provided a demonstration that
control of formal change does not guarantee control over its outcomes.

The dominant features of this system, in its heyday of the 1950s and 1960s,
were its focus on the corporate entity and everything that supported it as the
essential drivers of the economy, indirect funding from banks, deference to
bureaucratic influence, and widespread indifference to portfolio sharehold-
ers.”2 Many of these features have blurred or fallen way since then, but im-
portant influences remain. Crucially, a new element has appeared in the form
of non-resident and mostly institutional shareholders, who were not a force in
the market until the 1990s, but now hold about 30% of the total listed mar-
ket.2 On balance, the surviving key characteristic from this situation that
distinguishes Japanese corporate governance today is its strong internal fo-
cus, perpetuated by internally promoted boards and typically sustained in
emergency by reduced but persisting cross-holdings with like-minded com-
panies and banks which tend to see themselves as stakeholders in the compa-
ny’s unmodified survival. From the viewpoint of board members, the compa-
ny is an important social construct. It needs to be profitable in order to sustain
itself and to support all the stakeholders who form its social burden, but only
in absolute terms: more refined concepts which analyse the company as an
investment commodity, such as investors’ ability to derive a desired return on
their capital investment (return on equity or “ROE”), are alien to this view.
Japanese board members tend to see themselves as custodians of their com-
pany and not primarily as facilitators of shareholders’ investment returns: this
is the organisation described variously as the “employee-favouring firm”,>*
as the “community firm”? and as “stakeholder-oriented value maximiza-
tion”.26 The post-War consensus achieved an equilibrium which for many
years delivered excellent economic outcomes and rebuilt the economy; even
portfolio shareholders who were not stakeholders through business connec-

21 K. KURIHARA, Post-War Inflation and Fiscal-monetary Policy in Japan, The
American Economic Review 26 (1946) 843; OKAZAKI, supra note 16; NOGUCHI,
supra note 17; WEST, supra note 20.

22 M. OKUNO-FUJIWARA, Japan’s Present-day Economic System: its Structure and
Potential for Reform, in: Okazaki/Okuno-Fujiwara (eds.), The Japanese Economic
System and its Historical Origins (Oxford 1999) 266.

23 2016-nendo kabushiki bunpu jokyo chésa kekka no gaiyo [Summarised Results of
Equity Distribution Survey for 2016], Combined Stock Exchanges, 2017.

24 R. DORE, Stock Market Capitalism: Welfare Capitalism (Oxford 2000).

25 H. WHITTAKER/T. INAGAMI, The New Community Firm: Employment, Gover-
nance and Management Reform in Japan (Cambridge 2005).

26 N. NAKAMURA, Adoption and Policy Implications of Japan’s New Corporate Gov-
ernance Practices after the Reform, Asia Pacific Journal of Management 28 (2011)
187.
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tions tended to be sufficiently satisfied by consistent capital gains during the
years of post-War economic expansion not to query the lack of consideration
shown to them.

Scandals draw attention to corporate governance and stimulate calls for
reform. In Japan, the apparently endless succession of frauds, other misde-
meanours, and bankruptcies throughout the 1990s and beyond, which began
to emerge soon after the collapse of the equity and real estate Bubble, un-
dermined public faith in the state of the country’s corporate governance.
Practices that had been venerated as the underpinnings of the post-War
economic revival were now considered suspect and the economic success
of the USA throughout the 1990s was seen as proof by observers, including
many Japanese bureaucrats and academics, that American corporate gov-
ernance was needed to restore Japan’s fortunes.?’” The Japan Corporate
Governance Forum was established in 1994 and issued its Corporate Gov-
ernance Principles in final form in 1998 calling for improved accountability
to shareholders, transparency, differentiation of decision-making and exe-
cution, and a majority of external directors on boards. CalPERS, the Amer-
ican pension fund, which was a major investor in the Japanese market,
attracted attention with its public criticism of Japanese corporate govern-
ance practices, frequently reported in the Japanese press, roughly from
1996 until 2002. Even the Keidanren,?® generally seen as a defender of
established practices, called for changes in a 1997 paper entitled “Urgent
recommendations concerning corporate governance” although it preferred
strengthening the position of in-house corporate auditors (kansa-yaku) to
more radical measures.?

During this “post-Bubble period” unease continued to grow. An upturn
in the economy might have reassured observers that this was merely an
isolated series of mishaps in an otherwise sound system but no economic
improvement was evident while scandals and bankruptcies continued to
emerge as companies, including financial institutions, found themselves
often overexposed to poorly evaluated projects undertaken during the Bub-
ble years and unable to cope with higher interest rates and constraints on
bank lending. The 1990s in Japan have been described as a “lost decade”

27 S. VOGEL, Japan Remodeled (Ithaca NY 2006) 10-11.

28 Nihon Keizai Dantai Rengo-kai (‘Keidanren’) [Japan Business Federation] is the
leading business association in Japan.

29 KEIDANREN, Urgent Recommendations regarding Corporate Governance (1997);
Corporate Governance Principles — a Japanese View — Final Report, Japan Cor-
porate Governance Forum, 1998; S. JACOBY, Principles and agents: CalPERS and
Corporate Governance in Japan, ZJapanR/J.Japan.L. 23 (2007) 23.
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when economic progress seemed to stop.3® The reaction came as two dis-
tinct initiatives, implemented in 2002 and 2003, which gave the impression
of disagreement between politicians and bureaucrats. The first approach
was promulgated by a private member’s bill rather than a ministerial initia-
tive. The person credited with driving this reform is Seiichi Ota, formerly a
professor of economics at Fukuoka University, and at that time head of the
Administrative Reform Task Force at the Liberal Democratic Party
(“LDP”), who is thought to have been concerned for some years by weak-
nesses in corporate supervision. The main force of this reform, implement-
ed in 2002 through an amendment to the Commercial Code, was to
strengthen the position of kansa-yaku, extending their terms of office and
requiring that “large companies™3! should have at least three, of whom half
must be external. Strengthening this aspect of Japanese corporate govern-
ance gave the impression of a defensive move by traditionalists opposed to
the enthusiasm for foreign governance ideas. The second reform was im-
plemented in 2003, through another amendment to the Commercial Code. It
was driven by the bureaucracy, advised by the experts of the Legislative
Council (Hosei Shingi-kai) at the Ministry of Justice (MOJ), and introduced
an optional new corporate structure without kansa-yaku, where three em-
powered board committees handled audit, nomination and remuneration
independently of the main board, all of which comprised at least three di-
rectors, of whom a majority had to be external and non-executive (although
the same external directors could sit on all the committees, effectively mak-
ing two the minimum requirement). This scheme sought to increase exter-
nal supervision and also to split the supervisory and strategic planning role
from day-to-day running of the business by recognising a new class of
executive officers (shikko-yaku), just below board level. In this, the reform
drew on Sony’s internal reform of 1997 which had created the same effec-
tive structure within the existing legal framework. Because of strong oppo-
sition from the Keidanren to mandatory external directors,3? the new struc-
ture was optional and was only adopted initially by 36 companies. The
press described it as “American corporate governance” which probably
made it less attractive in the light of the scandals at Enron and other com-
panies that had emerged in the USA from late 2001.33

30 T. CALLEN/J. OSTRY, Japan’s Lost Decade: Policies for Economic Revival
(Washington DC 2003); F. HAYASHI/E. PRESCOTT, The 1990s in Japan: a Lost
Decade, Review of Economic Dynamics 5 (2002) 206.

31 Defined as having capital of ¥500m or more or total liabilities of ¥20,000m or more.

32 T. IMAL, Arata na keizai shakai no kozo [Building a New Economic Society] (Kei-
danren Chairman’s speech at Imperial Hotel, Tokyd), 20 June 2001.

33 Beikoku-kei tochi mazu 36-sha [American Style Governance: Initially 36 Com-
panies]. Nihon Keizai Shinbun, 15 June 2003, 1.
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These two corporate structures of companies with kansa-yaku and com-
panies with committees co-existed thereafter. Companies with kansa-yaku
were always more numerous, although a few created internal committees
whose functions were reminiscent of the companies with committees.
Companies with committees reached a peak of 111 companies in September
2009, of which 73 were listed. These 73 listed companies, of which only 57
were from the mainstream first and second sections of the stock exchanges,
amounted only to about 3% of all listed companies.’* If the new structure
were intended to lead a majority of Japanese companies towards a less
introspective form of governance, it had clearly failed. The decisions of
Toyota and Canon, two of Japan’s most successful and prestigious compa-
nies, not to adopt the new system inevitably reduced its appeal and com-
ments by Fujio Mitarai, president of Canon, that this system was unsuited
to Japan carried great weight because he had lived in the USA for many
years and was credited with the successful development of Canon’s opera-
tions there.3> More specifically, the creation of the three empowered com-
mittees was seen as a threat to the autonomy of the board because it dis-
tanced the executive members from important levers of power. As the exec-
utive head of an association expressed it in 2004: “If they lose these three
powers over auditing, nomination and compensation decisions, then what
else can they do?”. Doubts regarding the usefulness of external directors
were widely expressed. Senior members of management at some companies
welcomed the idea of bringing external viewpoints into their board discus-
sions but many dismissed external directors as (in the words of a CEO who
had worked in the USA, speaking in 2004) “all ‘yes-men’ [...] the CEO’s
friends who were hired by him”. The success of the Keidanren in restricting
the new corporate structure to an option rather than an obligation clearly
contributed to its lack of penetration but the instincts of the Keidanren
appear to have been accurate: this was a reform that was at variance with
the underlying practices of Japanese corporate governance, which were still
considered to represent a satisfactory equilibrium by a majority of corpo-
rate officers in Japan.

Although this situation persisted for over a decade it was always an un-
easy compromise because it had not solved the economic pressures that had
emerged throughout the 1990s. Japanese industry continued to lose ground
to foreign competitors in global markets, as illustrated by the decline in the

34  [I’inkai setchi kaisha risuto [List of Companies with Committees], Nihon Kansa-
yaku Kyokai [Japan Audit and Supervisory Board Members Association (“JASBA”)
— “Japan Corporate Auditors Association” until 2013], 2009.

35 Beikoku-kei tochi, zeka hika [Yes or No to American-style Governance?] Nikkei
Sangyd Shinbun, 24 June 2003, 1.



Nr./No. 47 (2019) PROSPECTS FOR THE CORPORATE GOVERNANCE CODE 81

Japanese electrical machinery sector’s share of world total exports from
12.2% in 2000 to 4.4% in 2014, while the shares of Korea and China both
increased.?® Between 2000 and roughly 2007, a series of activist hedge
funds aggressively targeted companies where they alleged that cash hold-
ings were excessive or that strategies were inadequate; this process was
begun by funds operated by Yoshiaki Murakami (popularly known as the
“Murakami Fund”) but was subsequently dominated by foreign-owned
funds such as Steel Partners and TCI, who sought public attention to sup-
port their arguments.3’ Japanese companies reacted by introducing anti-
takeover provisions, reaching a peak in 2010, when 24.1% of first section
listed companies had such measures in place and subsequently declining as
the threat from aggressive funds was felt to recede.’® Meanwhile, pressure
had been growing on Japanese companies to increase the number of their
non-executive external directors. In 2004 the OECD’s Corporate Govern-
ance Principles®® had implied that all companies should appoint them and
feeling was growing in Japan that they were both acceptable and necessary,
although the Keidanren still opposed the concept of making them mandato-
ry in a published opinion in 2006.%° By 2007-08, committees at METI, the
FSA and the TSE were all debating wider adoption.*! The results of this
gradual pressure can be seen in statistics published in the TSE’s White
Papers which show that by 2006 40.8% of all listed companies with kansa-
yaku had one or more external directors and that by 2014, when the tenor of
the proposed legal reforms was clear, this had risen to 63.8%.%? As these
developments show, there was a background of discontent with the perfor-
mance of corporate Japan which generated pressure for governance reform
without achieving a consensus satisfactory to all concerned, so that initia-
tives appeared to surge and recede while most companies’ styles of govern-
ance remained basically unchanged.

36 T. INUI/Y. KiM, Japanese Firms’ International Competitiveness in the Electrical
Machinery Industry in Decline: Further Cost Reductions and Productivity Boost Are
Essential, Research Institute of Economy, Trade and Industry (“RIETI”) (2016).

37 J. BUCHANAN/D. CHAI/S. DEAKIN, Hedge Fund Activism in Japan: The Limits of
Shareholder Primacy (Cambridge 2012).

38 TSE, Tosho jojo kaisha koporeto gabanansu hakusho [White Paper on Corporate
Governance at companies listed at the TSE] (2011).

39 OECD, Principles of Corporate Governance (2004).

40 KEIDANREN, Wa ga kuni ni okeru képoréto gabanansu seido no arikata ni tsuite [A
Suitable Corporate Governance System for Japan] (2006).

41 Y. Suzukl, Corporate Governance Reform (1) Investigative Agencies, Daiwa
Institute of Research (2009).

42 TSE, Tosho jojo kaisha koporéto gabanansu hakusho [White Paper on Corporate
Governance at companies listed at the TSE] (2007 and 2015).
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This period of uncertainty appeared to end with the enactment of the
amendments to the Companies Law (which had replaced the Commercial
Code from 2006 regarding corporate matters) in June 2014 and their im-
plementation in May 2015. Among other things, these amendments created
a new optional corporate format, the company with audit committee, which
was essentially the company with committees minus the nomination and
remuneration committees which had been found to be contentious because,
as discussed above, they constrained the ability of senior management to
select its preferred internal candidates and offer them appropriate reward; a
tightening of qualifications for external directors which disqualified parent
company executives and relatives of executives; and an obligation for listed
companies which lacked external directors to explain formally why they
considered them to be inappropriate — essentially a comply or explain rule
enshrined in law. Although the Companies Law only pressed companies to
have two or more external directors, the Corporate Governance Code went
further and specified in its Principle 4.8 that companies should appoint “at
least two independent directors”. Together with these reforms came the
Stewardship Code, which had been published in advance of the legal
changes, in February 2014, and the Corporate Governance Code itself,
published definitively in June 2015 after announcement of the final proposal
in March 2015. Japan now had a code of practice to guide institutional
investors in their interaction with companies and a code of practice to guide
companies in their governance. Both were presented as soft law, using the
comply or explain model developed in the UK and adopted by the EU and
the OECD, while the revised Companies Law of 2015 now provided a clear
backing for this model and for the new Corporate Governance Code’s em-
phasis on supervision by external directors. In the interim, between the
publication of these codes, METI published the 1td6 Review in August 2014.
This document can be seen as a distraction from the codes or as an elegant
addition to them; in practice attention was drawn mostly to its perceived
emphasis on ROE as a measure of successful corporate governance.

Since the 1930s Japanese corporate governance has shifted from share-
holder primacy to a command economy and then to a corporate-focused sys-
tem, passed through a period of relative anarchy and now largely been redi-
rected towards shareholder primacy in the belief that this can assist economic
recovery. The latest developments could be dismissed as yet another well-
intentioned formal attempt to change embedded practices within Japanese
companies that is doomed to fail. Japan has a long tradition of attempts by
bureaucrats and their expert advisers, often from academic or legal back-
grounds, to impose concepts inspired by foreign practices exogenously on a
corporate sector that feels that it knows best how to operate successful compa-
nies. Politicians’ interest in corporate governance is notoriously fickle: it wins
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few votes and seldom delivers fast results for the economy.* Japan has never
had voluntary codes underpinned by the concept of comply or explain before;
corporate governance in Japan has hitherto been mandated by hard law or left
to institutionalised practice. The idea of stewardship by investors, in particu-
lar, which was effectively imported from the UK, is a totally new concept for
Japan, and the UK Stewardship Code’s lack of radical impact in its own mar-
ket to date is not encouraging. Many features of the current reforms, such as
their emphasis on external supervision, seem at variance with the internal
focus of Japanese corporate governance since the 1940s. Yet there are reasons
to believe that this initiative may succeed better than earlier attempts, despite
these negative factors. A more detailed examination of what is happening, set
against the context outlined above of Japanese corporate governance’s evolu-
tion hitherto, suggests that factors have emerged that were not present before,
which could substantially bridge the gap between intentions and outcomes.

IV. EMPIRICAL CASE STUDY
1. Methods and Data

Our empirical research was conducted using information on the processes
and final formats of the Stewardship Code, the Companies Law revision,
the Itd Review, and the Corporate Governance Code, published by the gov-
ernment agencies concerned and the TSE, as our main secondary sources,
supplemented by published commentaries on these developments from
other sources. We also consulted press reports. Our primary data are drawn
from interviews with representatives of 24 separate entities, some of whom
were also members of the various Councils of Experts. Between April 2016
and October 2017 we contacted eight institutional investors or institutions
related to them, seven companies (five of them at a joint meeting), one
politician, two ministries, and six other persons and institutions closely
linked to corporate governance matters. During this process we met five
members of the Stewardship Code Council of Experts, three members of
the Corporate Governance Code Council of Experts and nine members of
the 1td Review Council of Experts. These meetings were conducted on a
non-attributable basis (but permitting attribution with subsequent permis-
sion) and lasted, on average, about one hour. Most of them were recorded
and transcribed; all were subsequently coded by topic using Atlas.ti. Ap-
proximately half of the meetings were in Japanese, with the rest in English.
The interview format was semi-structured in that we offered specific topics

43 P. CULPEPPER, Quiet Politics and Business Power: Corporate Control in Europe and
Japan (Cambridge 2011).



84 J. BUCHANAN / D. H. CHAI/S. DEAKIN ZJapanR/J.Japan.L

for discussion, and ensured that most were addressed, but allowed the con-
versation to be directed by the interviewees where they wished to empha-
sise areas that they considered important.

2. The Contents of the Corporate Governance Code

Japan’s Corporate Governance Code is a new document, created specifical-
ly for the Japanese market rather than being amended from a foreign code,
as is the case with the Stewardship Code. However, it shows the influence
of the OECD’s Principles of Corporate Governance (OECD, 2015). The
officer in charge of drafting the Corporate Governance Code at the FSA had
previously spent several years on secondment to the OECD and Mats Isaks-
son, Head of the Corporate Affairs division at the OECD, was an adviser to
the Corporate Governance Code Council of Experts.

The Corporate Governance Code defines corporate governance as “a
structure for transparent, fair, timely and decisive decision-making by com-
panies, with due attention to the needs and perspectives of shareholders and
also customers, employees and local communities”. It has five General
Principles, covering (1) rights and equal treatment of shareholders; (2)
cooperation with other stakeholders; (3) appropriate disclosure and trans-
parency; (4) board responsibilities; and (5) dialogue with shareholders.
These are expanded into 30 Principles and 38 Supplementary Principles.
The first four General Principles cover similar topics to numbers II, IV, V,
and VI of the OECD’s Principles. The fifth General Principle has some-
thing in common with number III of the OECD Principles but appears to be
structured more as a specific complement to the Japanese Stewardship
Code, essentially priming companies on how to respond to stewardship
initiatives. The OECD’s Principle I has no equivalent here, since its content
is more of a guide for regulators than for the regulated. One interesting
feature, mentioned above, is that whereas the Companies Law presses com-
panies only to appoint external directors, the Code goes further and calls
for independent directors. The Corporate Governance Code frames its mis-
sion in terms of generating economic success for all concerned, in a sus-
tainable manner. It has an Appendix which gives the immediate background
to the creation of the Code, starting with the Japan Revitalization Strategy
(discussed below), describes the objectives of the Code and the concept of
“comply or explain”, outlines the intended scope and implementation of the
Code, and notes that it will be reviewed periodically henceforth. It is clear
that an effort is being made to persuade companies that adherence to the
Code is both in their best interests and those of the economy as a whole:
this is not presented simply as a new rulebook that must now be followed
without question. As an investor observed to us in 2016:
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“five years ago, people talked about corporate governance in terms of compliance so
after the Olympus corporate scandal came out, people talked about corporate governance
being important to prevent a recurrence of corporate scandals or accounting fraud. But
the Abe administration is totally taking a different approach and saying that corporate
governance is important for future growth of companies.”

3. Reactions to the Corporate Governance Code in a Time of
“disequilibrium”

One motive for choosing to address corporate governance issues through a
code can therefore be attributed to the influence of the OECD and the
spread of such codes worldwide. An obvious call for action was provided
by events such as the Olympus scandal, although the first deliberations
preceded this by several years. But an investor interviewed in 2016 sug-
gested that the underlying reason was much deeper, in the form of a wide-
spread acceptance that the current system was no longer delivering satisfac-
tory results, precisely as described by Aoki’s idea of “disequilibrium”:

“Japan has realised it has reached a point where the old system is not producing the
goods in terms of economic growth, jobs and so on [...] there has been a mindset change
in Japan among companies, and investors, and government officials”.

Moreover, as another investor noted, the ability of traditionally conserva-
tive institutions, such as the Keidanren, to resist reform had been con-
strained by the recent scandals: “The Olympus case was the big one. So I
think the Keidanren couldn’t push back much because of the scandal”. But,
rather than simply being constrained, the Keidanren itself appears to have
changed its stance. Although the Keidanren was reported to be considering
the formulation of its own, separate corporate governance guidance as late
as April 2014 %4, an investor who was a member of two Councils of Experts
commented on the influence of Toray, both through its former chairman’s
position as chairman of the Keidanren and provision of officers from Toray
to represent the organisation: “Hitherto it was [an allegedly conservative
company which provided an earlier chairman] and companies like that, so it
was hard going but it just happened to be Toray and that was a good devel-
opment”. An officer of the FSA told us in 2017: “the Keidanren knew, per-
haps, that this time, this opportunity — I mean the Abe administration and
Abenomics — was the last chance for Japanese companies and for the Japa-
nese economy to revive its power”. Comments from a discussion with rep-
resentatives of the Keidanren itself in late 2016 reinforce the impression of
a general awareness that change was needed: “Medium and long term in-

44  “Japan business lobby plans corporate governance rules”, Reuters, 24 April 2014,
https.//uk.reuters.com/article/us-japan-economy-keidanren-idUSBREA3INOGG201
40424.
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crease to corporate value is very important and the question is how to
achieve that. Currently Japan’s economy is stagnating and corporate profits
are just not increasing”. The Keidanren appears to see the medium to long
term focus in the Corporate Governance and Stewardship Codes as a for-
mula to draw investors into a cooperative stance rather than as a goad to
Japanese industry. At the same interview we were told: “Unless we build a
society where this medium to long term idea takes shape, the very existence
of the institutional shareholders will disappear [...] this is the point where
there is no alternative but that we all understand that we need to construct a
format whereby society as a whole operates smoothly through dialogue”.

In our interviews, reactions to the provisions of the Corporate Govern-
ance Code were generally favourable, although there is concern that its
penetration may be less than optimal at smaller companies. The chairman
of a listed company commented: “When we looked at all this Corporate
Governance Code business, basically our company was doing a good bit of
it already”. Although this person felt that the Code was in one sense a con-
straint on his company, he conceded that it was worthwhile: “There certain-
ly are some really irresponsible people around, so I think that perhaps
something is needed [...] perhaps this is an opportunity to have a look at
our own corporate governance and have a new think about it”. An investor
who had served on the Corporate Governance Code Council of Experts
made a similar comment: “If people understand and see why it has a mean-
ing for them, formally and also as a discussion with real meaning, then
that’s what we need”. However, the people who comment on the Corporate
Governance Code tend to be those involved in its drafting and implementa-
tion or officers of large companies. Eisai’s chief financial officer, Ryohei
Yanagi, who is a visiting lecturer at Waseda University, as well as a mem-
ber of the Itd Review’s council of experts, told us in 2017: “In talking to
some of the representatives [from companies] who join my seminars a lot, I
have mixed feelings. To be honest, the majority of them still lag behind
[...] they are just paying lip-service”. The investor quoted above also com-
mented on the varied effects of the Corporate Governance Code to date:

“Standards are going up across boards but a gap is opening. Among the top companies
there is an increasing number which are implementing things and seeking to improve,
and then, of course, there are companies that are always stagnating. The gap is widening.
If you take the average, things are just a little better”.

Another aspect of the reactions to the Corporate Governance Code appears
in the first data on corporate responses to the “comply and explain” regime
received by the TSE, which are discussed below.

The Corporate Governance Code is a new phenomenon in Japan and its
wholehearted adoption by all concerned is by no means certain. However, it
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has arrived at a point where existing practices have lost much of their former
legitimacy as reliable drivers of economic prosperity. There is an appetite for
change if only the new Code can gain acceptance as a viable solution.

4. Comply or Explain

The adoption of a soft law approach through the obligation to “comply or
explain”, rather than simply the announcement of mandatory rules, distin-
guishes the new codes from previous initiatives. It also appears in the amend-
ed Companies Law’s requirement either to appoint at least one external direc-
tor or explain why such an appointment is inappropriate. The lack of success
of the optional Company with Committees system from 2003 could have led
politicians and bureaucrats to conclude that more, not less, compulsion was
required. As an investor described the hitherto accepted wisdom, “for years
everyone said to us in Japan ‘You need to change hard law. Soft law doesn’t
really work. Comply or explain won’t work’”. Nevertheless, a system has
now been implemented without any overt compulsion to comply.

It is not clear precisely where the enthusiasm for this approach was first
generated and several influences appear to have combined. One element
seems to have been awareness of the spread of “comply or explain” in other
regimes. As Masahiko Shibayama, an LDP politician closely involved in
the political process behind these reforms (to whom we refer in more detail
below) explained the situation to us:

“We studied these sorts of things and analysed examples from various foreign countries
and we shared our information to some extent with ministries [...] there were probably
opinions from some ministries that this was not a Japanese way to do it but, basically, I
think it is obvious that business rules should adhere to global standards [...] so the idea
that this ‘comply or explain’ way of thinking was appropriate [...] was, I think, under-
stood by the ministries too at the time of the revision of the Companies Law in 2013”.

Certainly, by that time, “comply or explain’ had already become a standard
approach across the EU. The European Commission Recommendation of
9 April 2014 on the quality of corporate governance reporting states:

“The ‘comply or explain’ principle laid down in Article 20 of Directive 2013/34/EU is a
key feature of European corporate governance. According to this principle, companies
that depart from the relevant corporate governance code are required to explain in their
corporate governance statement which parts of the code they depart from and the reasons
for doing s0”.#

45 2014/208/EU: Commission Recommendation of 9 April 2014 on the quality of
corporate governance reporting (“comply or explain”). Brussels: European Com-
mission/2014.
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Another attraction of this approach may have been the need to mollify the
Keidanren. An officer of a market regulator told us in 2016, describing the
negotiations leading to the Corporate Governance Code:

“The Keidanren was totally opposed from the very start to any blanket obligations so if
we had not had this approach [...] well, in this instance I think that the fact that we
approached the governance code in this way was a major contribution”.

The concept of “comply or explain” seems to have caused initial confusion at
some Japanese companies. An officer in the TSE’s Listing Department told us
in April 2016 that many companies had requested clarifications regarding
their exact obligations under the new Corporate Governance Code:

“even though we held explanatory meetings about what was in practice expected, the
people involved at companies — people such as legal department officers — persisted in
asking us what was right and wrong or how to define certain things. I think they are not
used to it yet”.

This differs slightly from the experience of the EU’s corporate governance
regime, where companies seem happier to explain their non-compliance,
though not always in a satisfactory manner. The EU Recommendation of
April 2014, quoted above, commented: “[...] it appears that there are some
shortcomings in the way the principle is applied in practice, in particular as
regards the quality of explanations provided by companies when departing
from corporate governance codes”.* The European problem appears to be
less with rigidity of compliance than poor quality of explanation, but both
situations illustrate the need for more than token cooperation if a “comply
or explain” system is to function effectively.

In Japan, the degree of compliance and the quality of explanations from
those companies that do not comply are both still coalescing. In April 2016,
the TSE was studying the first season of submissions from listed companies
that had met the deadline of December 2015, following the introduction of
the Corporate Governance Code in June of that year. Officers of the TSE’s
Listing Department told us that as of August 2015 about 60 companies had
submitted, with about half being fully compliant. However, these tended to
be the largest and best-prepared companies so the compliance ratio de-
creased as the December deadline approached. One possible reason is that
the largest companies have the highest number of foreign shareholders,
who may press for compliance, but a simpler explanation may be that larger
companies have more administrative resources to deal with requirements
like this. Nearly two years later, the TSE’s data as of July 2017 show a rise
in full compliance to 31.6% among First Section companies, with only 7%

46 EU, supra note 45
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being less than 90% compliant*’. The Second Section, comprising mostly
smaller companies, shows a similar tendency but at a much lower level,
with 4% fully compliant and 27% less than 90% compliant. The TSE ana-
lysed 8,142 cases of explanations among First and Second Section compa-
nies as of 14 July 2017, putting them into five main categories: “Will com-
ply in future, with timeline” (1.5%); “Will comply in future, without time-
line” (8%); “Considering whether to comply” (35.6%); No plan to comply
because of specific circumstances (39.9%); and “No plan to comply, be-
cause of alternative measures” (15%). The first three categories all show
reductions against the situation in December 2016 but the last two have
both increased, especially non-compliance because of specific circumstanc-
es (up from 31.2% to 39.9% of the respective samples) which suggests that
some companies may be making a serious effort to assess the relevance of
compliance to their particular businesses.

Despite this trend, there appears to be a general feeling that compliance
is the ideal response to the Code, though sometimes this can degenerate
into purely formal compliance. A senior executive at a major company told
us in 2017:

“There is a variety of levels of compliance [...] when I look at other firms there are
areas where one wonders whether that really constitutes compliance and even within our
company there are areas where one wonders if we really are complying with certain
clauses”.

This tendency inevitably stifles informative explanation. An adviser to the
Keidanren, who had been monitoring the situation, told us in 2016: “The
fact is that levels of compliance in corporate governance are high. You see,
it’s an extension of the rule based idea: ‘compliance is the regular response’
is rather the way people think so explanations just don’t seem to appear”.
An investor put it more bluntly when we discussed this in 2016: “It is qua-
si-hard law. So that is great tactics by the TSE and the FSA”. This tendency
to favour compliance is not a uniquely Japanese phenomenon. In the UK,
where “comply or explain” has a longer history, Grant Thornton comment-
ed in their 2017 Corporate Governance Review of the FTSE 350 (the UK’s
principal listed companies):

“In the 16 years we have been reviewing corporate governance there has been a general
trend towards compliance. That trend continues this year, with the number of companies
declaring full compliance reaching a new high of 66%. Ninety-five percent (2016: 90%)
comply with all but one or two of the 55 provisions of the Code.”*8

47 TSE, How Listed Companies have addressed Japan’s Corporate Governance Code
(Status as of 14 July 2017) (2017).
48 G. THORNTON, Corporate Governance Review (2017) 26.
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Following implementation of the revisions to the Companies Law in 2015,
which underpins the Corporate Governance Code by requiring that listed
companies should have at least one external director or explain why exter-
nal directors are not appropriate, 95.8% of listed companies reported the
appointment of external directors in 2016.*° Few companies, it seems, had
chosen to explain why external directors were inappropriate.

The obvious danger is that the appearance of compliance will become an
obligation. Although executives at major companies interviewed in 2017
generally agreed that there was no obligation or logical reason to aim for
100% compliance, they were aware of pressures to comply. One observed:

“when [investors] are reviewing risk and estimating whether there is a downside risk or
not, they may be looking to see whether compliance is 100% or not, so if they are invest-
ing in, say, 1,000 companies, they probably need to use a mechanised screening process.
So what that means is that — effectively — in the sense of the forms we adopt, it benefits
us in a general way to be 100% compliant. There is no incentive to interpret things
especially seriously and drop to 90%”.

This viewpoint is sustained by research on the UK’s longer experience. Mac-
Neil and Li find that explanations tend to be tolerated by investors, as demon-
strated in the companies’ share prices, mostly when companies’ performance
excels, pointing to the conclusion that compliance is the safest route.

“‘Comply or perform’ appears to be a more appropriate description of the process [...] it
appears that investors’ tolerance of non-compliance is linked to some extent with supe-
rior financial performance (in terms of share price). This is not to say that outperfor-
mance causes non-compliance, but it does seem to be the case that investors do not value
reasoned arguments for non-compliance and prefer to use financial performance as a
proxy to determine when non-compliance can be excused”.>

It remains to be seen whether Japan can create a regime of confident and
informative explanation which is properly appraised by investors or wheth-
er it experiences the same problems as the UK. We comment further on the
problem of purely formal compliance in the next section.

5. The Compliance Machine

Linked to the obligation to “comply or explain” is one aspect of the Corpo-
rate Governance Code that has not attracted attention but which may add
greatly to its impact. Because it is a detailed code and because its “comply

Governance at companies listed at the TSE] (2017).

50 1. MACNEIL/X. LI, ‘Comply or Explain’: Market Discipline and Non-compliance
with the Combined Code, Corporate Governance: An International Review 14
(2006) 486, 492 and 494.
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or explain” format automatically introduces nuances of implementation, it
has effectively interlocked with the compliance organisations within Japa-
nese companies whose work it is to interpret such things. When new regu-
latory obligations are imposed on companies, the regulations are normally
studied in detail by whichever department is responsible for compliance,
analysed to define them into specific areas for action, and then presented by
the department concerned for discussion, possibly up to board level, and
eventual implementation. This situation is not unique to Japan but Japanese
companies generally take regulatory responsibilities seriously and imple-
ment them thoroughly. As an investor told us in 2016: “Just when things are
written down like this, in Japan people tend to look at the written word and
tend to agree that it is a good thing”.

The nature of the impact of the Corporate Governance Code through this
corporate “compliance machine” is illustrated by comments from senior
managers at several large companies. One told us in early 2017 that alt-
hough separate departments had hitherto dealt individually with regulatory
requirements specific to their own areas of responsibility,

“the Corporate Governance Code widened the scope a lot because it dealt with matters
relating to shareholders, the nature of the board of directors, and also management in its
widest sense, so the departments that were involved — for example the IR department,
the planning department, or what is loosely called in Japan the general affairs depart-
ment — all these departments who were involved came together and there was a concert-
ed discussion about all sorts of things. Subsequently, the board became involved and we
held various exhaustive discussions which involved the CEO as well”.

This bottom-up process of analysis is crucial. The Code’s contents were
examined in depth by managers and their staff who are accustomed to read-
ing long and tedious documents with a view to presenting their key ele-
ments for action to boards with much shorter attention spans. As the same
officer told us,

“probably, even if we had taken it straight to the board of directors, they would not have
been quite sure how to debate the contents [...] We looked to see how each one of the
topics was being handled at present and how it ought to be handled in future, and organ-
ised and extracted the detail, so, in that sense, I think it was fairly easy for the board
members to understand things”.

The future effectiveness of the Corporate Governance Code seems likely to
depend greatly on the ability and willingness of administrative departments
to implement it conscientiously. A senior manager at a major company
noted the temptation to cut corners:

“The Japanese Corporate Governance Code has 73 clauses but, actually, disclosure is
covered by 11 of them so, as a first step, we could look at just those 11, improve our
management and afterwards if we kept quiet about it and claimed full compliance, no
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one would know. If you really cornered the officers in charge regarding this point, |
believe that there is an incentive to do this. Indeed I believe that there are many small
companies where only one person is doing things [...] so [...] well [...]".

Others corroborated this: “All you have to do is to write a few things for
the current year into what you have already produced. So, when all is said
and done, when you lack personnel, that is the way things go”. From these
comments it is easy to see why the gap identified between enthusiastic
adopters of the Code, who tend to be large companies, and those who seek
to minimise the effort they exert, has opened up. Further evidence of initial
weakness in the compliance process is provided in a report from the NLI
Research Institute in October 2018 which notes that a survey of 15t and 2"
Section listed companies by METI published in February 2018 revealed
that 28% of the 941 respondent companies had admitted that although they
were formally in compliance with the requirements of the Code, their actual
practices still differed. As the author of the report observed, there are prob-
ably many more companies in the same position who have kept silent.!

The impact of this bottom-up process of implementation, at least at large
companies with sufficient administrative resources, is demonstrated by the
different reception that appears to have greeted the Itd Review. This was
inspired by the Kay Review in the UK, which itself has not been universal-
ly well received,’? and it lacks the traction of the Corporate Governance
Code with the “compliance machine” because it is not a code requiring
compliance or explanation. Several investors and commentators to whom
we spoke dismissed it as an attempt by METI to reassert its corporate gov-
ernance credentials in the face of the central role given to the FSA and the
TSE, although a civil servant at METI stressed that initial discussions sur-
rounding the Itd Review in fact predated the two Code exercises and had
informed their debates. A company chairman told us that he had not read
the 1td Review in detail but felt that it contained little of relevance to his
company. In our interviews we were told on several occasions that it was
simply too long and complicated for most people to bother reading. Corpo-
rate officers told us that institutional investors did not mention it at share-
holder meetings, although some retail investors apparently showed aware-
ness of it. However, a member of the Itd Review Council of Experts de-
fended the exercise robustly as being of lasting value “because it had an

51 S. Eal, Compliance with Comply or Explain Disclosure [konpurai oa ekusupurein
kaiji no konpuraiansu]. NLI Research Institute, 10 October 2018 (commenting on
[CGS gaidorain no foroappu ni tsuite], METI, 2018, 58: http://www.meti.go.jp/com
mittee/kenkyukai/sansei/cgs _kenkyukai/pdf/2_003_03_00.pdf)

52 See, for example, R. SULLIVAN, Industry Shows Mixed Response to Kay Review,
Financial Times, 29 July 2012, 12.
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explicit ROE hurdle in it, of 8%, which was high enough for it to bite. And
the second [reason] is it did have a detailed assessment as to Japan’s ROE
being about margins, not being about leverage”. Another member of the
Council regretted that the 8% ROE target had been interpreted so mechani-
cally, pointing to the spate of “CB-recap” issues that followed, where com-
panies issued convertible bonds to fund share buy-backs, temporarily re-
ducing their shareholders’ capital and thereby artificially raising their ROE.
The Keidanren conceded that the Itd Review was of value but challenged
the significance attributed to the 8% ROE target: “If you read the It Re-
view properly, there is no reason why it should have any bad effects. How-
ever, that 8% business, especially with the mass media, has somehow taken
on a life of its own”. Nevertheless, a greater awareness of ROE as one valid
measure of corporate health and proof that Japanese companies have lower
ROE than many companies in other jurisdictions not because of higher
leverage but because of lower profitability do seem important achieve-
ments. The real contrast between the 1td Review and the Corporate Govern-
ance Code lies more in the fact that while the Corporate Governance Code
appears to have succeeded in becoming part of the corporate environment,
the Itd Review, despite its important messages, has remained largely unread
and sometimes misinterpreted because it is a top-down exhortation which is
addressed to Japan’s whole corporate management class; there is no easy
way to ensure implementation of its ideas because, unlike the Corporate
Governance Code, no one has been designated either to implement it or to
ensure compliance and consequently no one can be held responsible for not
paying it the attention it deserves. Similarly, no corporate officers or inves-
tors to whom we spoke in early 2017 showed much awareness of the March
2017 report by METI’s Corporate Governance System Study Group (CGS
Kenkyiikai), which contains a number of proposals concerning the quality
of board debate, the need to broaden sources for external directors and the
position of former senior directors as influential advisers, all of which are
topics that appear to deserve serious consideration.® This kind of “top-
down” approach through exhortation may plant the seeds of future reform
but in the short to medium term it tends to be ignored.

6. The Stewardship Code

More than a year before the implementation of the Corporate Governance
Code, Japan’s Stewardship Code was announced in February 2014. This is

53 METI, Jikkoteki na gabanansu taisei no kochiku/unyd no tebiki [Handbook for the
Formation and Implementation of a Practical Corporate Governance Structure]
(2017).
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another innovative feature of the present reforms. Instead of attempting to
influence corporate governance solely through regulation or admonition
directed at companies, the FSA, directed by the LDP, seeks to co-opt insti-
tutional investors for the first time into the process of monitoring and im-
proving corporate governance. The TSE describes the intended function of
the Stewardship Code in the Appendix to the Corporate Governance Code
in the following terms: “[...] the [Corporate Governance] Code and Japan’s
Stewardship Code are ‘the two wheels of a cart’ and it is hoped that they
will work appropriately and together so as to achieve effective corporate
governance in Japan.”

No one seems to be certain how enthusiasm for a stewardship code be-
gan in Japan. Two investors whom we interviewed linked the first public
mention of this concept to comments made at the Council for Industrial
Competitiveness (Sangyo Kyoso-ryoku Kaigi), a committee chaired by
Prime Minister Abe which formed part of the LDP’s economic revival initi-
ative. This committee first met in January 2013, only seven months before
the first meeting of the Stewardship Code Council of Experts in August of
that year. This points to unusually rapid implementation so it is likely that
some discussions preceded this; by 2013, enthusiasm for codes of this sort
had already begun to spread globally, with codes of best practice for inves-
tors already in place in the UK, the Netherlands, Canada, South Africa, and
Switzerland. Among them, the UK Stewardship Code probably attracted the
greatest attention as the first code to be issued by a regulator.

The fact that the Stewardship Code preceded the Corporate Governance
Code by more than a year gives the impression that it was accorded great
importance. However, an officer of the FSA pointed out that the order of
the two codes may have been determined by the need to finalise the
amendments to the Companies Law in advance of the Corporate Govern-
ance Code, whereas the Stewardship Code could proceed independently
and was therefore implemented first. In his view, what began as simple
expediency was subsequently revealed to be a subtle and effective approach
but happened more by chance than intent: “I gradually became aware of
that; the strategy works very well”. Several investors commented to us on
the effectiveness of implementing the Stewardship Code before the Corpo-
rate Governance Code. One told us:

“By starting with the Stewardship Code they are trying to shut down corporate com-
plaint. Basically if the government goes and meets with the Keidanren or big companies
and says, ‘We need to reform your corporate governance’ then they would say that
investors don’t care [...] so it was actually quite clever and they actually knew what the
Keidanren’s counter-argument would be”.
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An investor who was a member of the Stewardship Code Council of Ex-
perts told us that corporate representatives on the council had taken the
attitude that investor stewardship would not be a major issue for them.
Moreover they were probably reassured by the Stewardship Code’s framing
as a means to raise corporate value. The same officer at the FSA confirmed
this view: “The code seeks ‘growth-oriented governance’. This may be
unique to Japan but it came from the advisers [...]. This approach worked
very well [...] to soften the objections from the company side”.

Although the Stewardship Code uses the same formula of “comply or
explain” as the Corporate Governance Code, the implied compulsion of the
Corporate Governance Code is lacking. The Corporate Governance Code is
imposed on listed companies through the listing regulations of the TSE,
albeit with the option to explain divergence, but the Stewardship Code
explains its status as follows: “The Code is not a law or a legally binding
regulation. The Council [of Experts] expects those institutional investors
who support the Code and are prepared to accept it to publicly disclose
their intention”. A press report in October 2016 noted concerns by Nicholas
Benes, head of the Board Director Training Institute of Japan, that hardly
any corporate pension funds had adopted the Stewardship Code. Although
the FSA’s data from April 2018 show that a total of 227 investors and fund
managers have now announced adoption, only three of them (Eisai, Pana-
sonic and Secom) are non-financial corporate pension funds, joined by a
further eight pension funds for financial companies.>*

It remains to be seen how effective Japan’s Stewardship Code will prove
in the hands of those entities which have adopted it. In the UK, for exam-
ple, there are doubts as to the UK Stewardship Code’s effectiveness. Wong
observes in a 2015 review of the UK Code: “In its 2014 report on corporate
governance and stewardship developments in the UK, the Financial Report-
ing Council sounded an alarm that “too many signatories fail to follow
through on their commitment to the code”.>® In a paper calling for an ap-
proach more focused on the real issues rather than just the outward forms of
good practice, Reisberg concludes that it “is a weak code, at the heart of
which lies an amorphous concept — that of stewardship — which has no
definite form and which means different things to different players”.>® The

54 FSA, List of Institutional Investors Signing up to ‘Principles for Responsible
Institutional Investors’ (Japan’s Stewardship Code) (2018); L. LEwIS, Companies
fail to buy into Japan's stewardship code, Financial Times, 23 October 2016, fi.com.

55 S. WONG, Is Institutional Investor Stewardship Still Elusive?, Butterworths Journal
of International Banking and Financial Law 30 (2015) 508, 509.

56 A. REISBERG, The UK Stewardship Code: On the Road to Nowhere?, Journal of
Corporate Law Studies 15 (2015) 217, 252.
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Japan Stewardship Code is based closely on the UK Stewardship Code, but
differs in some respects: five of its seven principles are essentially the same
as five of those of the UK’s seven principles, apart from a specific refer-
ence to “sustainable growth” in the Japanese Principle 3. But the UK’s
Principle 4 regarding guidelines for escalating activities and Principle 5 re-
garding collective action are replaced by the Japanese Stewardship Code’s
Principle 4 regarding the need for common understanding and constructive
engagement with investee companies, and Principle 7 regarding the need for
investors to have extensive knowledge of the investee companies and to en-
gage positively with them; two potentially adversarial principles have been
removed and replaced by admonitions for informed discussion and coopera-
tion to promote the growth of investee companies. As noted above, the obli-
gation for investors to promote corporate value, which was felt to reassure the
Keidanren and corporate interests in general, is emphasised.

The Keidanren appears to have been satisfied by this approach, perhaps
seeing the Stewardship Code as a means to bring institutional investors closer
to longer-term corporate objectives. An adviser to the Keidanren analysed the
importance of the Stewardship Code to us in the following terms:

“The underlying thinking of investors and shareholders is, after all, inevitably short
term. They obviously tend to think in terms of quick returns, the desire to see a quick
return and wanting to crystallise profits. They tend to be short term so the idea is to
bring them towards the long term and establish a balance.”

One institutional investor to whom we spoke also saw the Stewardship
Code in a positive light, though from almost the opposite standpoint. Ac-
cording to this investor, the existence of the Code meant that probing ques-
tions could no longer be dismissed by companies as unwarranted interfer-
ence: “It’s stewardship. I am here to comply with the Stewardship Code.”
Other institutional investors, especially those that were foreign-owned,
insisted that the Code changed very little in terms of their style of approach
to companies; in their view they had been doing all that it requires already.
However, some drew attention to the danger that domestic investors might
now feel obliged by the Code to descend on all the companies in which
they were investing to ask essentially the same questions with little regard
for quality: “So let’s say, just hypothetically, that two hundred firms have
invested in Toyota, so if two hundred institutional investors all go to Toyo-
ta, Toyota will be too busy to do any work.”

7. Political Pressure

A defining feature of the developments surrounding the Corporate Govern-
ance Code is the involvement and commitment of politicians. Some years
before the reforms of 2014-15, politicians had already begun to show a
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greater interest in corporate governance. The Democratic Party of Japan
(“DPJ”) which took power in August 2009 expressed enthusiasm for corpo-
rate governance reform, particularly with regard to strengthening the inde-
pendence of external directors, introducing employee participation into
governance structures, and reviewing the responsibilities and liabilities of
parent and subsidiary company groupings. At first there was expectation of
radical change.’” The MOJ’s Legislative Council Corporate Law Subcom-
mittee (Hosei Shingi-kai Kaisha Hosei Bukai) met 24 times between April
2010 and August 2012 to consider corporate governance and amendments
to the Companies Law.® Ultimately, the DPJ failed to implement many of
its planned agendas amid infighting and pressure from unforeseen events
such as the Fukushima nuclear plant disaster in March 2011, but the process
of amending the Companies Law continued after the fall of the DPJ gov-
ernment in 2012, though with a different emphasis.

Shortly after its return to power in December 2012, the LDP established
its Japan Economic Revitalization Headquarters (Nihon Keizai Saisei
Honbu), hereafter “JERH”, whose objectives were announced on 26 De-
cember 2012 as

“striving to reinvigorate the national economy, working with the Council on Economic
and Fiscal Policy [of the Cabinet], by constructing the necessary economic policies as
well as implementing a growth strategy in order to escape from the combined strong Yen
and deflation, and restore the economy to strength [...]”.%°

Subsequently the “Japan Revitalization Strategy (Japan is Back)” was pub-
lished in June 2013.% Further annual publications followed outlining areas
for reform, reviewing progress and proposing future action. Within this
process, two aspects attract particular attention. The first is the decision by
the prime minister, Shinzd Abe, explicitly to include corporate governance
in his “Abenomics” platform for national economic revival and the second
is the leadership shown by energetic politicians within the JERH in driving
the practicalities of the reform process. These aspects are considered in
more detail below.

“Abenomics” is the collective name given to the economic revival poli-
cies developed by the LDP and promoted by the Abe government from
2012. Tt comprises the “three arrows” of monetary easing, fiscal stimulus
and structural reforms. The Companies Law amendments and the two codes

57 Y. SUZUKI, Shin-seiken ni okeru kigyo tochi kaikaku [Corporate Governance Re-
form under the new regime], Daiwa Institute of Research (2009).

58 MOJ Website refers: http://www.moj.go.jp/shingil/shingi03500005. html.

59 PRIME MINISTER’S OFFICE, Nihon Keizai Saisei Honbu no setchi ni tsuite [Regard-
ing the Establishment of the Japan Economic Revitalisation Headquarters] (2012).

60 LDP, Nihon saiko senryaku [Japan Revitalization Strategy ‘Japan is Back’] (2013).
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announced in 2014—15 form an important element of the structural reforms.
There are mixed views about the overall success of “Abenomics”. A
Bloomberg report in December 2017 conceded areas of progress but ob-
served: “Five years since Shinzd Abe came to power in Japan the economy
is much stronger but falling short of the revolution he pledged to deliver”.
The IMF, in its July 2017 Country Report on Japan, expressed guarded
enthusiasm for the success of Abenomics to date although it noted a lack of
progress on structural reforms.!

Corporate governance reform was mentioned by Abe at G20 meetings
and the two codes featured in a summary of the achievements of Abenom-
ics to date published by the Japanese government in May 2017 under the
subtitle “Energise corporate activities”.®> In a series of interviews with
investors and parties involved in governance reform conducted in 2016, it
was clear that most interviewees saw Abe’s public enthusiasm for improved
corporate governance as a major factor in the progress achieved hitherto.
As one senior executive at a pension fund put it: “I think the catalyst was
purely our prime minister since December 2012”. Another investor com-
mented: “The driving force for the Stewardship Code, the Corporate Gov-
ernance Code, in particular, very much [came from] Abe. Without the Abe
government, I don’t think you would have those two documents”. There
were various opinions concerning the reasons for this enthusiasm. Some
linked Abe’s desire to strengthen the economy directly to plans for constitu-
tional change in order to recognise the armed forces and authorise them to
operate more freely: “Prime Minister Abe needs popularity in order to
achieve his goal of changing the constitution” and similar comments were
made to us by a lawyer and several investors. Two investors, while support-
ive of the reforms, noted that corporate governance reform attracts good
attention and comes cheaply:

“The politicians have sensed that corporate governance is well-received. Because this
idea of ‘governance’ — and Mr. Abe is on to this — is something that you can talk about
and get a good reception. Then, now that they have grasped this, it’s even more attrac-
tive for the Ministry of Finance: governance doesn’t cost any money”.

There was some doubt expressed that Abe may not even understand the
dynamics of corporate governance. A person who had met him responded to
the question of how well the prime minister grasped it with “Not that well

61 J. MAYGER/I. REYNOLDS, Five Years of Abenomics: the Good, the Bad and the
Sluggish, Bloomberg (2017): https://www.bloomberg.com/news/articles/2017-12-
26/five-years-of-abenomics-the-good-the-bad-and-the-sluggish; IMF Country Re-
port 17/242: Japan. IMF/2017.

62 Abenomics, Government of Japan/2017: https://www.japan.go.jp/abenomics/ user
data/abenomics/pdf/170508 abenomics.pdyf.
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[...] This was all served up to him on a plate”. An investor agreed: “I don’t
think Abe really understands this greatly — but there are people in the LDP
who have thought a lot about it.”

This brings us to the second aspect of political involvement: the impetus
provided by other politicians within the LDP. Two people whose names were
mentioned to us frequently as drivers of the reforms were Yasuhisa Shiozaki,
the acting head of the JERH during its first years, and Masahiko Shibayama,
who worked closely with him on drafting and implementation of the reform
schedule. Shiozaki formerly worked at the Bank of Japan and Shibayama is a
commercial lawyer by training. Both have commented publicly on the reform
agenda and its achievements. In the Japan Revitalization Strategy of June
2013, reviewing corporate governance was listed third out of eight topics in
its key section on “Unleashing the power of the private sector to the fullest
extent”. Actions to achieve this were defined as “Amend the Companies Act
and promote the installation of external directors who can supervise from an
outsider’s perspective without being bound to company constraints or inter-
ests” and “Consider and compile principles (Japanese version of the Steward-
ship code) for institutional investors to fulfil their fiduciary responsibilities,
such as promoting the mid- to long-term growth of companies through dia-
logues.” Both objectives, rather than being merely expressions of good inten-
tions, were earmarked for rapid implementation.®> What was effectively a
working appendix, entitled “Materials”, was published in August that year to
summarise events to date.® It recorded the actions approved by the Cabinet
for implementation and gave details of the UK Stewardship Code, noting that
the planned Japanese stewardship code would adopt the same “comply or
explain” model. In May 2014 this initiative was followed by the Japan Reviv-
al Vision which contained detailed proposals for a corporate governance
code,® and the 2014 revision of the Japan Revitalization Strategy announced
that a corporate governance code would be drafted. Further annual revisions
continued and in 2017 the Future Investment Strategy 2017 (Mirai toshi sen-
ryaku 2017) outlined future plans to review and develop both stewardship
and corporate governance thereafter, described the follow-up committee to
oversee this process, and listed outstanding items that required attention,
such as the need to penetrate beyond purely formal compliance with the new
codes by companies and investors, the need to promote discussion of key
strategy at board meetings, and the ambiguous position of former senior ex-
ecutives as advisers exerting influence without legal responsibility.%® With

63 LDP, supra note 60, 15-16.

64 LDP, Shiryo [Materials] (2013).

65 LDP, Nihon saisei bijon [Japan Revival Vision] (2014).

66 LDP, Mirai toshi senryaku 2017 [Future Investment Strategy 2017] (2017).
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the exception of pressing banks to relinquish corporate shareholdings and
reducing cross-shareholdings in general, which had formed a key element of
the first LDP initiatives (for example, this featured prominently in the Japan
Revival Vision of May 2014 and was discussed in press interviews by Shi-
ozaki) a substantial amount of radical reform at a formal level had been im-
plemented in an unusually short time.

The work behind this achievement was described to us by Shibayama. An
important trigger of these reforms was the resurgence of corporate scandals
such as those revealed at Daid Paper Corporation and Olympus Corporation
in 2011. Michael Woodford, the dismissed CEO of Olympus, met LDP
politicians in 2011, as well as members of the then ruling DPJ, and, despite
his fears to the contrary, his conversations appear to have created a stimulus
for action.®” As Shibayama explained it to us “in fact the starting point for
the corporate governance reform was the well-known issue of Olympus”.
This comment was supported by a civil servant, who told us separately:
“The Olympus case and the other big Japanese cases for fraud were surely
one of the starting points of the discussion.” However, Shibayama empha-
sised that the JERH envisaged more than damage prevention: “This corpo-
rate governance reform is not just a retroactive sort of thing to prevent
corporate scandals: not just a passive thing. Through it we aim to further
revitalise decision-making”. Shiozaki is credited by Shibayama with taking
control of primary drafting into the LDP’s own hands, despite the fact that
“usually the text tends to be put together from proposals from offices at each
ministry”, and the drafters continued to discuss and draft throughout public
holidays. Arguments from ministries that a more sedate pace of implementa-
tion would give more time for reflection and consultation were rejected. Shi-
bayama confirmed that it was decided to entrust production of the codes to
the FSA, even though METT had a long record of involvement in the corpo-
rate governance debate: “We came to the conclusion that METI has connec-
tions with all kinds of companies, whereas the FSA is, after all, the supervi-
sor of the market”. None of the entities consulted or directly involved in
this exercise appear to have shown initial enthusiasm: “in the beginning [all
concerned] were in fact not enthusiastic at all about this innovation repre-
sented by the Corporate Governance Code” and it appears that pressure had
to be applied by the politicians to start the process.

The existence of similar codes in the UK and elsewhere is an obvious
source of inspiration for the LDP. However, non-resident institutional in-
vestors and other commentators had been pressing for corporate govern-
ance reform for some years already. In 2009 the Asian Corporate Govern-
ance Association specifically called for a voluntary code in its “Statement

67 M. WOODFORD, Exposure: Inside the Olympus Scandal (London 2012) 201.
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on corporate governance reform in Japan”.%® Benes, meanwhile, had lob-
bied strongly for implementation of an FSA-led code using the “comply or
explain” format and robust disclosure requirements, viewpoints that he
expressed directly to Shiozaki and his colleagues through detailed docu-
ments and explanations, as well as a presentation to the JERH.®

The importance of this political impetus raises the related question of
whether the current reforms can survive if this enthusiasm cools or if there
is a change of government. The general consensus among those whom we
interviewed was that the process has created its own momentum and is no
longer dependent on constant political support. One investor to whom we
spoke in April 2016 felt that corporate governance reform in Japan had
proved too useful to the political class to be abandoned easily and com-
mented: “You hear this a lot — you hear it from foreigners — they ask what
will happen when Japan’s government changes: surely this will all change,
they say. But I don’t think governance will change much”. Certainly the
current structure of a Corporate Governance Code invigilated by the TSE
and the FSA appears to be self-sustaining unless a future government ac-
tively seeks to dismantle it.

8. Follow-up

Instead of presenting the Corporate Governance Code as a final solution to
all corporate governance issues, this initiative is intended to be a continuing
process. The Corporate Governance Code, in its Appendix, makes clear that
further action to review progress and introduce new measures is planned:

“[...] while the Code establishes fundamental principles for effective corporate govern-
ance, these principles do not remain unchanged. Under rapidly changing economic and
social circumstances, in order to ensure that the Code continues to achieve its objectives,
the Council of Experts expects that the Code will be periodically reviewed for possible
revisions”.

Political will to drive this process appears to exist. Shibayama told us in
2017 “from now on we need to put some spirit into it, to see whether we
can really make it work properly”.

Review of both the Corporate Governance Code and the Stewardship
Code has been entrusted to a single committee at the FSA, the “Council of
Experts concerning the follow-up of Japan’s Stewardship Code and Japan’s
Corporate Governance Code”, announced in August 2015. In 2016 a person
close to this process told us,

68 ASIAN CORPORATE GOVERNANCE ASSOCIATION (‘ACGA’), Statement on Corporate
Governance Reform in Japan (Hong Kong 2009).

69 N. BENES, How Japan’s Corporate Governance Code was Born (Tokyd 2016)
https://bdti.or.jp/en/blog/en/cgcodejapanbirth/.
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“The Follow-up Council does not seem to have done much yet and its role appears to be
to promote a gradual process of review to see how much the new codes are being im-
plemented. The new council is distinct from the councils that advised on the two codes
and, judging by the list of members, seems to lack their strength of representation from
the business and investment communities. It is run by the FSA”.

The list of the Council’s members published in October 2017 certainly
includes only two members from industry and three from the investment
sector, from a total of 18. However, some members also served on the earli-
er Councils, suggesting a degree of continuity.

A revised Corporate Governance Code was announced in June 20187, The
changes appear to be a mixture of one item of unfinished business, where a
topic that had earlier been promoted strongly by the LDP was omitted from
the 2015 Code but has now been inserted, and dissemination of new concepts
which may not have immediate effect but could become important in the
future, if they are actively promoted. The principal topic of unfinished busi-
ness is new wording to intensify pressure on cross-shareholdings. Action on
this had been signalled by the LDP before the first version of the Corporate
Governance Code was issued, apparently with little effect. In an interview
with Shiitard Kataoka of Chizai-tank (Chizai Tonya) in August 2014, Shiba-
yama was asked what had happened about the proposals in the Japan Revival
Vision of May 2014 for establishment of a shareholding vehicle to facilitate
dissolution of cross shareholdings. He commented,

“On this occasion, Mr. Shiozaki put a lot of effort into pursuing the issue of dissolution
of cross-shareholdings with the ministries. There appears to have been strong resistance
from industry associations for the financial sector, board members of companies belong-
ing to the Keidanren and so forth”.”!

In the revised Corporate Governance Code this topic has now been re-
stated in much stronger terms, with the assumption made clear that reduc-
tions will take place, that outstanding holdings will be reviewed annually
by boards, and that the issuers of cross-held shares must not hinder the
process. There appears to be a real determination that cross-shareholdings
must decrease.

The new and potentially radical concepts inserted in the revised Code are
as follows: (1) the need to strengthen management of corporate pension plans
and make them more effective investors; (2) the need for CEO succession

70 TSE, Koporéto gabanansu kodo [Japan’s Corporate Governance Code] (2018). A
revision of the Stewardship Code had preceded this, in May 2017, which added ex-
tensive detail to the guidance notes but did not change the wording of the seven
principles.

71 S. KATAOKA, Und Interview no. 105, http://chizai-tank.com/interview/interview
201408.htm.
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planning; (3) tightening of remuneration policy; (4) encouragement to estab-
lish nomination and remuneration committees dominated by external direc-
tors; (5) the need for more diversity on boards, with specific mention of
“gender”; and (6) greater awareness of cost of capital. These six issues can
probably be ignored safely by most companies for the short to medium term
but, depending on the degree of pressure that the FSA and TSE choose to
apply, they could all become critical in the future because they confront the
internal focus of most Japanese companies and the style in which they are
managed. More active and independent control of corporate pension schemes
could introduce a hitherto absent pressure group for higher shareholder dis-
tributions; the concept of CEO succession planning confronts the established
practice of CEOs choosing their successors and, by extension, possibly also
the practice of CEOs proceeding to become chairmen; transparency and for-
malisation of remuneration policy threatens to restrict the ability of CEOs to
control executive rewards; specific nomination and remuneration committees
would accelerate this process further and tend to isolate senior management
from their current levers of control; concerns regarding “gender” may pres-
age increased pressure to promote women within companies, which is al-
ready supported by the LDP; and a focus on cost of capital calls to mind the
Itd Review and its emphasis on ROE.

V. CONCLUSIONS

In this paper we have considered whether the current efforts to reform Jap-
anese corporate governance have the potential to succeed when measured
against their institutional and historical background. Japanese corporate
governance has certainly changed during the past 90 years. In the process,
it has been influenced by exogenous forces such as the wartime command
economy, the economic traumas that followed the war, the demands of
GHQ, and the structural reforms of 2002-3, while at the same time adapting
itself progressively over many years to changing market forces. Throughout
this period it has demonstrated that it is capable of evolving to meet new
circumstances but that formal institutional change is unlikely to deliver its
expected results when it runs counter to the flow of informal institutions
that are embedded and considered legitimate by key actors.

The Corporate Governance Code and other reforms of 2014-2015 are
formal institutional changes which therefore run the risk of subversion by
the informal institutional environment. In spirit they are close to the com-
pany with committee reform of 2003, which does not bode well for the
achievement of their aims. However, this more recent initiative has intro-
duced new factors: “comply or explain” to bring flexibility and, perhaps
unintentionally, to draw in the “compliance machine” that exerts powerful
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influence at most large companies; stewardship to co-opt the investment
industry; political will, demonstrated at a pitch not seen hitherto; and periodic
review to monitor progress and amend the strategy flexibly. Moreover, the
promotion of corporate governance reform has moved from being in the style
of top-down admonition, producing worthy documents that have generally
attracted little attention, to a regime overseen closely by regulators, in the
form of the FSA and the TSE, who can apply powerful sanctions through
regulations, within but distinct from general company and commercial law.

The politicians who have promoted the process of reform through the
JERH appear to see it as a contributor to economic revival. Officially,
Prime Minister Abe shares this view, although some consider his interest to
be linked more to hopes of a short-term economic upturn to strengthen his
political position. In fact it is not clear that better corporate governance
does lead to stronger corporate performance. Love, in a paper written for
the World Bank, summarised the situation:

“There is a vast body of literature devoted to evaluating the relationship between corpo-

rate governance and performance, measured by valuation, operating performance or

stock returns. Despite the large number of papers, there is no consensus yet”.”?

From this perspective, corporate governance reform intended to revive the
economy is an act of faith with little hard data to convince any doubters.
However, at this early stage in the process of implementing the Japanese
reforms, it is too soon to say whether the economic benefits of the changes
will be realised. If, in due course, the expected economic benefits fail to
materialise, the cause of reform could be to that extent discredited.
Underlying all of the factors driving reform, and perhaps even more im-
portant than any of them, is a perception widely shared among the people
we interviewed that Japan faces a systemic economic crisis unless its eco-
nomic model can be revived. Corporate governance has been identified as a
major contributor to the continuing sense of crisis and there appears to be
general acceptance that change in this area is necessary. Ultimately, the
success or failure of these reforms may depend on their ability to address
this feeling of disquiet — in Aoki’s terms a “disequilibrium” — so that they
are implemented with more than just the appearance of compliance. The
strain that the Corporate Governance Code places on smaller companies

72 1. LoVE, Corporate governance and Performance around the World : What we
Know and What we Don't, World Bank Research Observer, 26 (2011) 42. Vogel
makes a similar point with regard to the lack of definitive results from US studies.
He observes that “Japanese policy makers and corporate executives have enacted
many reforms in the absence of clear evidence that these reforms actually do any
good”. S.K. VOGEL, Japan’s Ambivalent Pursuit of Shareholder Capitalism,
Politics & Society 47(1) (2019) 134.
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which lack resources to respond to its requirements adequately has been
noted as a problem already. Some companies, and not just the smaller ones,
are likely to create a facade of compliance in the hope that they can contin-
ue to govern their businesses in familiar ways. Whether enough companies
accept the reforms as beneficial and implement them sufficiently to create
an enduring climate of reform will therefore be the key issue over the next
few years. Because of the new factors described above, there is at least a
possibility of this happening.

One weakness of the Corporate Governance Code is its emphasis on
some elements that suggest a theoretical approach rather than one more
informed by practical experience. An example is the pressure to appoint
external directors applied by the revised Companies Law, amplified by the
Code to a call for independent directors. The UK has already retreated
slightly from over-emphasis on directors who lack internal experience of
their companies’ businesses and “the empirical support for staffing boards
with independent directors remains surprisingly shaky”.”? At the same time,
the Code seems to pay little attention to practices such as the tradition of
unanimous decision-taking by boards, which makes it difficult for any kind
of director to impede proposals which have already reached the board-
room.” While the 2015 Code mostly comprises a summary of best practice
already widely accepted — if not always implemented — in Japan, the 2018
revision seems to veer further towards a doctrinaire approach by proposing
changes that diverge from accepted practices, sometimes in ways that
threaten the existence of those practices and the comfort of those who bene-
fit from them. In comparing the 2015 and 2018 Codes, the 2018 revision
generally implies less willingness by reformers to accept a hybrid system
which integrates the traditional strengths of Japanese corporate governance
— as suggested by Aronson 7° — and more determination to impose new
elements which support their favoured theories. It therefore remains to be
seen whether these new requirements will be accepted as readily as those of
2015 or whether they will clash with informally institutionalised practices
and be implemented only at surface level. The TSE’s data show a distinct

73 H. BAUM, The Rise of the Independent Director: A Historical and Comparative
Perspective, Max Planck Institute for Comparative and International Private Law
Research Paper Series n0.16/20 (2017) 1, 23 and 31. http://ssrn.com/abstract=
2814978.

74 H. TAKADA/M. YAMAMOTO, The ‘Roesler Model’ Corporation: Roesler’s Draft of
the Japanese Commercial Code and the Roots of Japanese Corporate Governance,
ZJapanR/J.Japan.L 45 (2018) 45, 71

75 B.E. ARONSON, The Olympus Scandal and Corporate Governance Reform: Can
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ment Model?, ZJapanR/J.Japan.L. 35 (2013) 84.
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fall in full compliance for all listed companies since the 2018 amendments
to the Code.

Japan’s Corporate Governance Code enjoys the benefits of a receptive
environment and an impressive delivery mechanism, sustained by political
will, an intelligible focus on raising corporate value, and a commitment to
sustained flexibility. It has the ability to succeed in its governance objec-
tives — although the immediate economic improvements it seeks to generate
may prove elusive — provided that it can remain largely attuned to the de-
mands of Japan’s informal institutional environment. If it ceases to be sen-
sitive to the tacit preferences of corporate management and seeks to impose
practices simply because regulators see them as logically optimum, it may
fall into the same trap as earlier reform attempts, despite the advantages it
currently enjoys.

SUMMARY

In 2014-2015 Japan implemented a series of reforms to its corporate govern-
ance regime. The principal measures adopted were the countrys first Corpo-
rate Governance Code, revisions to its Companies Law, and a Stewardship
Code, together with a report (the Itd Review) on corporate competitiveness and
incentives for growth. In this paper we analyse the objectives of these reforms
and make an assessment of their likely success, drawing on interviews with key
actors in Japanese government, finance and industry. We firstly frame our
analysis by a consideration of what institutional theory has to say about the
relationship between formal and informal norms and practices, and about the
feasibility of using regulatory mechanisms of different types to alter embedded
routines. We then consider the historical evolution of Japanese corporate gov-
ernance since the early 20™ Century and explore the causes of its current em-
beddedness and apparent resistance to change, noting pressures in the past
which in some cases have changed it greatly while in others have had little
effect. We then examine the manner in which the current reforms were devised
and implemented, their content, and the influences that shaped them. We then
discuss the methods used to conduct our primary interview research, which was
carried out in 2016-2017 with policy makers, corporate managers, investors,
and other interested parties. We use our interviews to identify how the reforms
were formulated and how they have been received.

We then present our assessment. We suggest that despite a pattern of embed-
ded institutions resisting regulatory pressures for change in recent years, Japa-

76 TSE. How Listed Companies have addressed Japan’s Corporate Governance Code
(Status as of end December, 2018) (2019).
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nese corporate governance may now have reached one of its historical turning
points. The introduction into Japan of the “comply or explain” approach, the
major innovation that distinguishes this reform exercise, is a significant mo-
ment. The existence of a corporate “compliance machine” of administrative
officers below board level, whose role is to interpret regulation and present it
in executable form to their boards of directors, improves the Code's chances of
implementation at large, listed companies. The Stewardship Code, meanwhile,
has the potential to co-opt institutional investors’ interests to the economic
reform agenda of the political class. These politicians have shown an unusual
degree of commitment to the reform process and continue to give it their strong
support. At the same time, there are potential obstacles to unqualified adoption
of the Corporate Governance Code, especially for smaller companies that lack
administrative resources, and the 2018 revision of the Code has introduced
some doctrinaire elements which seem at odds with the realities of governance
in most Japanese companies. Moreover, some doubt remains regarding the
ability of corporate governance reforms to deliver the kind of economic revival
that politicians are seeking, at least in the short to medium term. Thus the ques-
tion of whether the Corporate Governance Code will bring about lasting
change in Japanese corporate practice remains an open one. The Code has
clear advantages over previous attempts at reform but we compare this process
to the proverbial “taking a horse to water”, because no amount of formal ex-
hortation will succeed if the horse chooses not to drink.

ZUSAMMENFASSUNG

In den Jahren 2014 und 2015 hat Japan eine Reihe von Reformen beziiglich
seines Corporate Governance Regimes implementiert. Die wichtigsten umge-
setzten Mafinahmen waren die Erstellung eines Corporate Governance Kodex-
es, Reformen des Gesellschaftsrechts und die FEinfiihrung eines Stewardship
Kodexes; hinzu kam die Verdffentlichung eines Berichtes zur Wett-
bewerbsfihigkeit des Landes und seines Wachstumspotentials (Ito-Bericht). Der
Beitrag analysiert die Ziele dieser Reformen und evaluiert ihre Erfolgschancen,
wofiir die Verfasser sich auf Gespriche mit Entscheidungstrigern aus der
Jjapanischen Regierung, der Finanzwelt und der Industrie stiitzen. Sie unter-
mauern ihre Analyse zundchst mit einer Untersuchung, was die Institu-
tionentheorie zur Erkldrung des Verhdltnisses zwischen formellen und informel-
len Regeln und Praktiken sowie zur Nutzung unterschiedlicher Mechanismen zu
dem Ziel beitragen kann, etablierte Strukturen zu dndern. Anschliefend setzen
die Verfasser sich mit der historischen Entwicklung des Corporate Governance
Regimes in Japan seit dem friihen 20. Jahrhundert auseinander und unter-
suchen die Griinde fiir dessen aktuelle Einbettung und den offensichtlichen
Widerstand gegen Verdnderungen. Sie beobachten dabei, dass es in der Ver-
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gangenheit verschiedentlich Druck gegeben hat, der in einigen Fillen zu
grofien und in anderen zu keinen nennenswerten Verdnderungen gefiihrt hat.
Der Betrag untersucht sodann die Art und Weise, in der die aktuellen Reformen
geplant und umgesetzt wurden, deren Inhalt sowie die Einfliisse, welche diese
gestaltet haben. Im Anschluss diskutieren die Verfasser die Methoden ihrer
Feldforschung, fiir die sie in den Jahren 2016 und 2017 Interviews mit
politischen Entscheidungstrdgern, Managern aus den Unternehmen, Investoren
und anderen interessierten Personen gefiihrt haben. Sie benutzen die Inter-
views, um zu identifizieren, wie die Reformen konzipiert und anschlieffend
rezipiert wurden.

Daran anschliefiend présentieren die Verfasser ihre Einschdtzung. Sie stellen
die These auf, dass das japanische Corporate Governance Regime ungeachtet
seiner tradierten institutionellen Einbettung, die bislang dem regulatorischen
Druck der letzten Jahre zu Verdnderungen widerstanden hat, nunmehr an einem
seiner historischen Wendepunkte stehen diirfte. Ein wesentliches Element ist
dabei die Einfiihrung des ,,comply or explain “-Ansatzes in Japan, der diese Re-
form von anderen heraushebt. Das Vorhandensein einer unternehmensinternen
,, Compliance Struktur * durch das mittlere Management unterhalb der Ebene des
Verwaltungsrates, dessen Aufgabe es ist, Regulierungen zu interpretieren und
letzterem in umsetzbarer Form zu prisentieren, erhéht die Wahrscheinlichkeit
mafgeblich, dass grofie borsennotierte Unternehmen den Kodex annehmen. Der
Stewardship Kodex hat das Potential, die Interessen institutioneller Investoren
mit der Reformagenda der politischen Klasse zu verbinden. Die Politiker haben
ein ungewdhnlich grofies Engagement fiir den Reformprozess gezeigt und unter-
stiitzen diesen weiterhin kriftig. Gleichzeitig gibt es aber Hindernisse fiir eine
uneingeschrdnkte Annahme des Corporate Governance Kodex gerade bei kleine-
ren Unternehmen, denen administrative Ressourcen fehlen, und zudem hat die
Kodex-Reform von 2018 einige doktrindre Elemente eingefiihrt, welche im Ge-
gensatz zu der Corporate Governance Praxis in den meisten japanischen Unter-
nehmen stehen. Ferner gibt es Zweifel an der Eignung der Corporate Gover-
nance Reformen, die wirtschaftliche Wiederbelebung, welche die Politiker sich
davon versprochen haben, zumindest kurzfristig zu realisieren. Damit bleibt es
eine offene Frage, ob der Corporate Governance Kodex tatsdchlich zu einer
dauerhaften Anderung der japanischen Corporate Governance Praxis fiihren
wird. Der Kodex hat deutliche Vorteile gegeniiber friiheren Reformversuchen,
aber die Verfasser vergleichen die Reform gleichwohl mit dem sprichwortlichen
Versuch, ,,ein Pferd zum Trinken zu bewegen*, denn gleichgiiltig wie hoch der
dufsere Druck ist, wird er niemals zum Erfolg fiihren, wenn das Pferd nicht auch
willens ist zu trinken.

(Die Redaktion)





